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This booklet summarizes a detailed discussion 
paper, tabled with the budget, which analyzes 
the tax system applying to retirement saving 
and puts forward the government’s proposals to 
improve it. 


Copies of this booklet may be obtained by writ- 
ing to: 


Finance Distribution Centre 
160 Elgin Street 
Ottawa, Ontario 
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“The Government of Canada believes a new system 
UI 

of fairer, more comprehensive limits on tax-assisted 

retirement savings is required.” 
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Preface 


Economic security in retirement is a matter of vital 
concern to all Canadians. For millions of Canadians 
in all walks of life, their economic goal for retirement 
is to be able to maintain the standard of living they 
have achieved in their working lives. 


In today’s new economic environment of emerging 
opportunities and tougher competition, we must 
build a retirement system that promises working 
Canadians a better chance for economic security in 
retirement. Such a system should help the mobility 
of workers whose skills and dedication can help 
develop different regions of our country. The pension 
system should assist small businesses in competing 
with larger firms in the labour market by giving 
them greater flexibility in offering pension benefits 
to their employees. An improved pension system will 
enhance the quality of working life of Canadian 
workers and can be a significant factor in achieving 
higher productivity. 


One important way the government can help to real- 
ize the goal of economic security in retirement is 
through tax assistance to encourage Canadians to 
provide for their retirement income. Today I am 
proposing a bold new initiative to improve tax assist- 
ance to those who are building private pension 
plans. By bringing up to date the existing measures 
that have been introduced over the years, and add- 
ing important new features, this proposal creates a 
single system of much fairer, more generous and 
more effective tax assistance. 


To ensure a smooth transition to the new system, 
changes will be introduced in two stages, the first 
stage beginning January 1, 1985 and the second, 
January 1, 1988. 


The proposal for improved tax assistance is one com- 
ponent of the comprehensive reforms that the gov- 
ernment is planning to improve the pension system 
so that it will help Canadians provide for greater 
economic security in their retirement. 


In the months immediately ahead, I look forward to 
the opportunity of incorporating into the proposal 
suggestions for further improvement that emerge 
from public debate and consultation. 


Wheto le lanate 


The Honourable Mare Lalonde 
Minister of Finance 


Improved Tax Assistance for 
Retirement Saving 


1. Fair and Equivalent Access to Tax 
Assistance 
Regardless of the type of retirement-saving vehi- 
cle used 


2. More Generous Tax Deductions for 
Contributions 
A new limit on tax-deductible pension plan con- 
tributions of 18 per cent of earnings to a max- 
imum of $10,000 in 1985, $12,000 in 1986, 
$14,000 in 1987 and $15,500 in 1988 


3. Flexibility in Carrying Forward Unused 
Deduction Entitlements 
Canadians will be able to save for pensions as 
their means permit 


4. Inflation Adjustment of Pension and 
Contribution Limits 
Indexed to reflect changes in the average indus- 
trial wage 


5. Portability of Pension Benefits 
A new Registered Pension Account will assist the 
mobile worker 


6. Simplified Pension Planning and 
Administration 
A uniform system, simpler for the taxpayer and 
the administrator 


7. Broader and Deeper Coverage 
More Canadians will find private plans attractive 
and will be able to save more for retirement 


Who Will Benefit? 


The new system will benefit Canadians in a wide 
variety of circumstances. 


All taxpayers will be able to build better pensions 
by the increase and indexing of deduction limits. 


Farmers and small business proprietors will 
be able to invest in their farms or businesses during 
their working lives and then transfer funds from the 
sale of these assets to retirement savings plans when 
they retire, using deduction entitlements 
accumulated over their careers. 


Individual Canadians whose incomes fluctuate 
from year to year will be treated more fairly by a 
system based on aggregate career earnings rather 
than annual earnings, with the ability to carry for- 
ward unused deduction entitlements to later years. 


Employees without employer-sponsored plans, or 
with inadequate ones, will gain improved opportu- 
nity to build pensions. 


Self-employed Canadians, whose tax-assisted 
pension building capacity has been only about one- 
third that of employees who belong to high yielding 
employer-sponsored plans, will gain comparable 
treatment. 


Everyone who uses the system will benefit from 
adjustments of pension and contribution limits to 
changes in the average industrial wage. 


What are Today’s Pension 
Instruments? 


The two foundation blocks of private pension-build- 
ing are the registered pension plan (RPP) and the 
registered retirement savings plan (RRSP). There 
are, in addition, a number of other instruments el- 
gible for tax assistance, including deferred profit 
sharing plans (DPSPs) and retiring allowances. 


RPPs are essentially group arrangements sponsored 
by an employer or union. Employee contributions 
are deductible up to a maximum of $3,500. 
Employer contributions required to fund the plans 
are also deductible. 


RRSPs are individual rather than employer-spon- 

sored savings vehicles. Individuals can deduct contri- 
butions up to 20 per cent of earnings to a maximum 
of $5,500 a year unless they are also members of an 


RPP ou Roe; 


To understand the current system, it is important to 
distinguish between two types of plans that receive 
different tax treatment under the present system: 
defined benefit plans and money purchase plans. 


A defined benefit plan promises a certain level of pen- 
sion, and frequently survivor and disability benefits. 
The plan sponsor undertakes to provide the prom- 
ised pension. Most employees belong to RPPs of the 
defined benefit type. 


A money purchase plan provides whatever pension 
income the accumulated contributions and return on 
investment in the plan will buy at retirement. 
Money purchase plans may be employer-sponsored 
RPPs, or they may be individual RRSPs. 


The current system does not allow the same scope 
for pension-building to those Canadians belonging 
to money purchase plans that it does to those belong- 
ing to defined benefit plans. 


A New System of Improved Tax 
Assistance for Canadians 


The new system of tax assistance proposed by the 
government overcomes three crucial problems in the 
present system — unequal access to tax assistance 
between different types of pension and retirement 
savings plans; an inflexible schedule for retirement 
saving; and the lack of protection against inflation. 


The new system is designed to give all taxpayers a 
fair opportunity to deduct pension or savings plan 

contributions sufficient to fund a pension adequate 
to maintain their living standards after retirement. 


1. Fair and Equivalent Access 


Under the current system, tax assistance for retire- 
ment saving is provided by allowing Canadians 
income tax deductions for their contributions to reg- 
istered pension plans (RPPs) and registered retire- 
ment savings plans (RRSPs). 


Unequal access to tax assistance has come about 
because the rules governing the maximum tax assist- 
ance available for RRSPs differ from the rules gov- 
erning different types of RPPs. As a result, self- 
employed Canadians, or employees whose employer 
does not sponsor a pension plan, are at a serious tax 
disadvantage in saving for retirement. 


The new system provides fair and equivalent access 
to tax assistance regardless of the type of retirement- 
saving vehicle. 


2. More Generous Deductions 


At present the maximum dollar limit on tax deduct- 
ible contributions by employees to RPPs is $3,500. 
The limit for RRSPs is $5,500. Under the new sys- 
tem, the combined ceiling for all contributions to all 
plans an individual has ‘will be 18 per cent of earn- 
ings to a maximum of $15,500, which should be suf- 
ficient to fund a maximum tax-assisted pension of 
$60,000. 


This new aggregate limit, which will be introduced 
in stages, will apply to the contributions by both 
employer and employee to pension and retirement 
savings plans. Contributors to individual plans, such 
as RRSPs, will have the same scope to build an ade- 
quate pension as do contributors to the more gener- 
ous employer-sponsored RPPs. 


This change is of particular importance to the self- 
employed such as farmers, small business proprie- 
tors, and others who cannot belong to employer- 
sponsored pension plans. It will put all taxpayers on 
the same footing in contributing to different types of 
retirement savings plans and will allow them to put 
aside more. 


Taxpayers who have an advantage in using the 
present deduction limits can continue to do so until 
1988 when the second stage of the new system is 
implemented. 


3. Flexibility 


The present system of annual deduction limits 
makes little allowance for income ups and downs 
during a career. Nor does it take into consideration 
particular financial priorities such as buying a home. 
Yet these factors can prevent Canadians from 


contributing the allowed deduction limit each year 
during their working careers. 


The rules governing tax assistance for RRSPs do not 
permit deductibility for catch-up ‘contributions for 
missed years. The rules governing RPPs do permit 
past service contributions, but only for service with 
the same or a related employer. 


Those Canadians most likely to be at a disadvan- 
tage in trying to achieve reasonable income replace- 
ment in retirement are workers with low or modest 
incomes during part of their careers, and farmers 
and the owners of small businesses who may have 
limited free cash available in the years they are 
building up their farms and businesses. 


The new system will allow unused deduction entitle- 
ments to be carried forward from years of low earn- 
ings or heavy demands on annual income to years 
when the taxpayer might be better able to afford 
contributions to pension savings plans. For example, 
an individual who cannot afford to put aside the 
maximum allowed in any year will be able to carry 
forward the unused portion and add it to his or her 
deduction entitlement in subsequent years. Deduc- 
tion entitlements which are carried forward will be 
adjusted each year by the change in the average 
industrial wage. 


Under the new system, taxpayers will be able to 
finance their pensions as their means permit. 


4. Inflation Protection 


Inflation can wreak havoc on a pension system. 
Since the present contribution and benefit limits 
were established in 1976, the consumer price index 
(CPD) has risen by almost 90 per cent, eroding the 
real value of tax deduction limits, creating uncer- 
tainties for sponsors of pension plans, and raising 
problems for the funding of some types of RPPs. 


Even with modest rates of inflation, pension limits 
with no inflation adjustment would become inade- 
quate for many Canadians by the time they retired. 


For tax purposes under the new system, pension 
deduction limits and benefit entitlements will be 
indexed for all types of plans to reflect changes in 
the average industrial wage. This inflation protec- 
tion is designed to ensure that Canadians can con- 
tribute, on a tax-assisted basis, to a pension based 
on the real value of their lifetime earnings. 


The deduction limits for tax purposes will allow 
individuals to save enough over their working career 
to purchase a pension that provides CPI-indexed 
benefits. 


3. Portability 


Under the present system, workers who move from 
job to job are rarely able to take with them the full 
pension contributions earned under any one 
employer. Most employer-sponsored plans include 
restrictions on the withdrawal or transfer of 
employer contributions. Understandably, employers 
wish to be assured that their contributions will effec- 
tively be used to support retirement incomes of 
employees. However, this restriction prevents mobile 
workers from taking accumulated pension contribu- 
tions to a new job and therefore may act to limit 
their mobility or may result in inadequate pensions 
for workers who change employers during their 
careers. 


The new pension tax system proposes to overcome 
this shortcoming by the creation of a registered pen- 
sion account (RPA) which will accept employer and 
employee contributions and transfers from pension 
plans. The contributions to an RPA will be locked 
in until retirement. The RPA can free employers of 
complex pension administration worries and will 
allow Canadian workers improved pension 
portability. 


6. Simplification 


One of the chief problems with the current pension 

system is the complex array of different vehicles for 
individuals in different circumstances. This leads to 
a host of special administrative provisions. The sys- 
tem is difficult for the average person to understand 
and onerous to administer. 


The new system will be simpler to understand and 
simpler to administer once the transition is com- 
pleted. It will be uniform and coherent. Revenue 
Canada and employers will provide most of the rele- 
vant data. The taxpayer will need only to complete 
a simple tax schedule, which will serve as a useful 
status report on progress 1n saving for retirement. 


The creation of a registered pension account will 
meet the need of small businesses for an admuinistra- 
tively simple vehicle to which employers can contrib- 
ute on behalf of employees. The headache of full 
administrative responsibility will be eliminated. 


7. Broader and Deeper Coverage 


The combined effect of all these improvements will 
be to expand the Canadian system of private pen- 
sion arrangements. More Canadians will find private 
plans attractive and will be able to save more for 
retirement. 


Bringing in the new tax assistance measures will 
mean that the government will forgo tax revenue of 
$160 million a year at the outset and $300 million a 
year when the system is fully implemented. There 
will be additional savings to individuals in their pro- 
vincial taxes of approximately one-half of these 
amounts. 
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How the New System Will Work 


The system of Improved Tax Assistance for Retire- 
ment Saving will be based on the concept of a target 
pension that will give individuals an income ade- 
quate to maintain their living standards after retire- 
ment. Deduction limits will be based on the target 
contribution required to produce a target pension at 
retirement. The target pension for setting deduction 
limits is 2 per cent of total earnings over an 
individual’s full earning career. 


An individual’s target pension and target contribu- 
tion will be accumulated year by year. Deduction 
entitlement not used in any year will be carried for- 
ward for possible use in later years. 


The target pension and deduction limits will be 
adjusted each year in proportion to changes in the 
average industrial wage to keep them in line with 
both inflation and changes in the standard of living. 


To bring both defined benefit and money purchase 
plans under a comprehensive set of deduction limits, 
a conversion factor will be used to translate an 
individual’s target pension into the target contribu- 
tion. For a pension with the desired characteristics 
of inflation protection and provision of survivor and 
disability benefits, the conversion factor is nine. In 
other words, it takes about $9 of savings during a 
working life to buy $1 of pension in retirement. 


The target contribution for any year will thus be 
nine times the target pension for that year. Since 
the maximum target pension is 2 per cent of total 
earnings, the contribution limit for tax assistance is 
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18 per cent of total earnings. The annual dollar 
ceiling on deductions will be $10,000 in 1985, rising 
in stages to $15,500 in 1988, or 18 per cent of the 
maximum pensionable earnings of $86,000. This will 
yield a maximum tax-assisted pension of $60,000. 


Two Stages of Implementation 


The new system is a major departure from the 
present one. New procedures will be introduced for 
calculating limits and new reporting requirements 
will be necessary. Both employers and employees 
will need time to master the mechanics of the new 
system and adapt their record keeping to it. For this 
reason, the new system will be introduced in two 
stages. 


Stage I 
January 1, 1985 


¢ For individuals who do not belong to defined 
benefit RPPs, the annual dollar ceiling on 
deductible contributions to money purchase 
plans, including RRSPs, rises to $10,000 from 
$5,500. This ceiling will rise to $12,000 in 1986 
and $14,000 in 1987. 


e For those individuals belonging to defined ben- 
efit RPPs, the RRSP contribution limit will 
remain at $3,500 less their RPP contributions. 
However, limits on an employee’s contributions 
to a defined benefit RPP will be removed. 


e Carry-forward entitlements begin, though they 
cannot be claimed until 1988. 


e Taxpayers who have an advantage in using the 
present deduction limits can continue to do so 
until Stage II begins. 
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Stage II 
January 1, 1988 


e The annual dollar ceiling on deductible contri- 
butions to all types of pension plans rises to 
$15,500. 


e The carry-forward provision for deduction enti- 
tlements for both money purchase and defined 
benefit plans comes into force. Entitlements 
from 1985 on can be claimed. 


e The two types of plan are integrated into one 
comprehensive system of tax assistance limits. 


e Maximum pension and contribution limits will 
be indexed by changes in the average industrial 
wage starting in 1989. 


The changes will not be retroactive. Pension benefit 
accruals and deduction entitlements for years of ser- 
vice before 1985 will continue to be governed by the 
present rules. 
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